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Table 2 Granger Causality Test Results at 5-minute High Frequency Data
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Futures-cash Basis and Liquidity in Security Market

LI Pujiang' ,GUO Yanfeng’

1 Research Institute of Economics and Management, Southwestern University of Finance and Economies, Chengdu 610074, Chi-
na

2 School of Finance, Southwestern University of Finance and Economics, Chengdu 610074, China

Abstract ; As demonstrated by the “ Thousands of stocks steep see-off leading to a trading halt” , the Chinese securities market ex-
perienced very serious liquidity issues during the 2015 market crash, and that had led its regulatory agencies to implement a se-
ries of restrictions on the stock market that had never witnessed in Chinese stock trading history. The unprecedented 2015 experi-
ence serves as a quasi natural experiment and can be used to study the futures-cash basis and liquidity relationship of the Chinese
securities market.

Using the 5-minute high frequency and daily low frequency CSI 300 stock index and CSI 300 index futures data and based on
the arbitrage trading theory, we apply VAR model and OLS method to investigate the futures-cash basis and liquidity issue in the
Chinese securities market, in a subsample approach that splits the samples in pre- and post- the erisis regulation.

The main findings are as follows. First, futures-cash basis is the reason of the arbitrage trading. Tt causes the order imbal-
ance, and weakens the market liquidity. Second, positive futures-cash basis influences the market liquidity more than negative
futures-cash basis can do and this asymmetry effect is stronger in extreme periods. This is so because when the futures-cash basis
is positive, arbitrageurs can easily short the stock index futures and long the stock spot, and the order imbalance will increase
spot market liquidity meanwhile. However, when the futures-cash basis is negative, it is hard to short the stock spot and long the
stock index futures because of the decline in liquidity. The finding that positive basis could trigger the arbitrage mechanism and
an increase in securities market liquidity holds in the case of high frequency data as well as the case of low frequency data.
Third, when stock index futures and short-sellings were restricted, arbitrage became difficult, which makes the futures-cash basis
ineffective for improving the security market liquidity. This can be an explanation for the lack of liquidity during the stock market
crash period of 2015.

Our findings provide an explanation for the loss of liquidity in the Chinese stock market crash in 2015, and it is expected
that these findings are to serve as potentially useful information on how to best deal with securities market crisis for regulatory a-
gencies.
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